Do foreign companies pay higher wages than their local counterparts in Malaysian manufacturing? by Lim, David
Vocational Training Council 
VTC Institutional Repository 
Technological and Higher Education Institute of 
Hong Kong (THEi) Staff Publications Support & Other Units 
1977 
Do foreign companies pay higher wages than their local 
counterparts in Malaysian manufacturing? 
David Lim 
Monash University, dlim@vtc.edu.hk 
Follow this and additional works at: https://repository.vtc.edu.hk/thei-adm-others-sp 
 Part of the International Business Commons, and the Labor Economics Commons 
Recommended Citation 
Lim, D. (1977). Do foreign companies pay higher wages than their local counterparts in Malaysian 
manufacturing?. Journal of Development Economics, 4 (1), 55-66. http://dx.doi.org/10.1016/
0304-3878(77)90007-4 
This Journal Article is brought to you for free and open 
access by the Support & Other Units at VTC Institutional 
Repository. It has been accepted for inclusion in 
Technological and Higher Education Institute of Hong 
Kong (THEi) Staff Publications by an authorized 
administrator of VTC Institutional Repository. For more 
information, please contact wchu@vtc.edu.hk. 
Do	foreign	companies	pay	higher	wages	than	their	local	counterparts	in	Malaysian	
manufacturing?	
David	LlM*		
Monash	University,	Clayton,	Victoria	3168,	Australia	
	This	paper	shows	that	foreign	companies	pay	higher	wages	than	their	local	counterparts	in	
Malaysian	manufacturing.	Step-wise	regression	analysis	shows	that	this	is	due	to	two	
factors.	The	first,	and	perhaps	the	more	important,	is	the	greater	capital	intensity	of	the	
production	processes	used	by	foreign	companies.	The	second	is	their	tendency	to	pay	wages	
that	they	consider,	or	that	are	considered	to	be,	commensurate	with	the	wages	that	they	
pay	in	their	home	countries.	This	may	be	called	the	demonstration	effect	of	wage	
remuneration	in	less.	developed	countries.	
1.	Introduction	
It	has	sometimes	been	claimed	that	foreign	companies	operating	in.	less	developed	
countries	tend	to	pay	higher	wages	than	their	local	counterparts.1	This	is	because	they	are	
willing	or	are	expected	to	pay	wages	that	are	commensurate	with	those	in	their	home	
countries	and	that	are	compatible	with	their	inter-	national	status.2	ls	there	really	a	
difference	in	the	wage	rates,	and	if	there	is.	how	much	of	this	is	due	to	the	status	element	
and	how	much	to	other	factors	such	as	the	possible	greater	skills	of	‘workers	employed	by	
foreign	companies?’	This	paper	attempts	to	answer	these	questions	for	Malaysia:	firstly.	by	
presenting	data	on	the	wage	rates	of	foreign	and	local	manufacturing	establishments,	
secondly,	by	identifying	through	stepwise	regression	analysis	the	determinants,	and	their	
relative	importance.	of	wage	rates	in	Malaysian	manufacturing	and	thirdly,	by	examining	the	
relative	importance	of	the	determining	characteristics	to	the	two	categories	of	
establishments.	
2.	Wage	rates	by	nationality	
Data	on	the	basic	and	the	gross	hourly	wage	rates	for	production	workers	(Wb	and	Wg)	and	
other	variables	were	obtained	for	350	establishments	of	the	West	Malaysian	manufacturing	
sector	for	1972	by	interview.	The	350	establishments	represented	about	10	percent	of	the	
total	number	of	West	Malaysian	manufacturing	establishments.	The	criterion	used	for	
deciding	on	the	number	of	establishments	to	allocate	to	each	of	the	59	industry	groups	at	
the	4-digit	level	of	the	Malaysian	Industrial	Classification	(MIC)/UN	International	Standard	
Industrial	Classification	(ISIC)3	was	the	share	of	each	industry	group	in	the	total	value	added	
of	the	manufacturing	sector.4	"Fine	selection	of	establishments	within	each	industry	group	
was	then	carried	out	randomly.	
Of	the	350	establishments,	191	(54.4	percent)	were	entirely	Malaysian	owned	(M),	117	
(33.4	percent)	entirely	foreign	owned	(F)	and	42	(12.2	percent)	of	mixed	ownership	(Md).	
The	distribution	of	shareholdings	in	the	last	category	was	very	much	in	favour	of	foreign	
interests,	thus	the	mixed	establishments	could	be	said	to	be	foreign-controlled.	At	the	4-
digit	MIC/ISIC	level	of	aggregation	there	were	30	industry	groups	which	were	common	to	
the	M	and	the	F	establishments,	19	which	were	common	to	the	M	and	the	Md	
establishments	and	34	which	were	common	to	the	M	and	the	F	and	Md	establishments	
combined.	
The	gross	hourly	wage	rate	(Wg)	is	greater	than	the	basic	hourly	wage	rate	(Wb)	by	the	
amount	of	fringe	benefits	given.	These	benefits	include	subsidies	for	food,	transport,	
cfothing	and	medical	treatment.	Table	1	shows	the	values	of	Wb	for	the	M,	F,	Md	and	(F	+	
Md)	establishments	for	the	59	industry	groups	at	the	4-digit	MIC/ISIC	level	in	Malaysian	
dollars,	as	well	as	the	percentage	differences	in	Wb	between	the	M	and	F,	the	M	and	Md,	
and	the	M	and	(F	+	Md)	establishments.	The	weight	used	in	the	calculation	of	Wb	is	the	
number	of	production	workers	employed	by	each	establishments.	Table	2	show	the	
corresponding	values	for	Wg.	
Table	1	shows	that	the	basic	hourly	wage	rates	paid	by	Malaysian	establishments	are	lower	
than	those	paid	by	their	foreign	counterparts	in	18	of	the	30	industry	groups	that	are	
common	to	them.	
In	some	of	these	(MIC/ISIC	3121,	3140,	3523,	3530	and	3819)	the	percentage	differences	
are	very	substantial.	There	are	11	industry	groups	in	which	Malaysian	firms	pay	more	than	
foreign	firms,	but	the	percentage	differences	are	nowhere	as	large	as	the;	previous	ones	
and	in	4	of	these	the	differences	are	less	than	7	percent,	the	lowest	percentage	difference	
of	the	18	cases	reported	where	foreign	firms	recorded	higher	values	for	Wb	than	Malaysian	
firms.	The	average	value	of	Wb,	for	the	117	foreign	establishments	was	87	cents	as	against	
the	81.	cents	reported	for	the	191	Malaysian	establishments,	a	difference	of	7.5	percent.	
	
	
	
When	the	comparison	is	between	Malaysian	and	mixed	establishments,	the	latter	was	seen	
to	pay	higher	basic	wage	rates	in	only	8	of	the	19	industry	groups	that	are	common	to	them.	
However,	when	the	average	basic	wage	rates	are	compared,	the	mixed	establishments	
appear	to	have	higher	values,	88	cents	as	against	81	cents,	a	difference:	of	8.6	percent.	
The	impression	that	foreign	establishments	pay	higher	basic	wages	than	their	local	
counterparts	is	further	supported	by	the	values	of	Wb	for	the	M	and	the	(F	+	Md)	groupings.	
Of	the	34	industry	groups	common	to	them,	the	latter	has	higher	values	for	Wb	in	22	
industry	groups.	When	their	average	basic	wage	rates	are	compared,	the	Malaysian	
establishments	reported	a	value	that	was	7.4	percent.	lower	than	that	recorded	by	the	
foreign	owned	and	controlled	establishments.	
Basically	the	same	picture	emerges	when	the	comparison	is	made	between	the	gross	hourly	
wage	rates	(WE)	paid	by	the	three	categories	of	establishments.	In	fact,	table	2	shows	that	
the	percentage	differences	are	even	larger	when	the	average	gross	hourly	wage	rates	are	
compared.	The	differences	between	Malaysian	and	foreign	establishments	is	9.3	percent,	
while	those	between	Malaysian	and	mixed	establishments	and	between	Malaysian	and	
foreign	and	mixed	establishments	are	10.5	and	9.3	percent	respectively.	The	observation	
that	foreign	owned	and	controlled	establishments	pay	more	for	their	labour	services	than	
their	Malaysian	counterparts	is	further	borne	out	by	the	available	data	on	the	wage	premia	
for	night,	weekend	and	overtime	work	by	nationality.	Table	3	shows	the	average	wage	
premia	for	night,	weekend	and	overtime	work	expressed	as	percentage	increases	over	the	
normal	daytime	basic	hourly	wage	rate	by	nationality.	They	show	very	clearly	that	Malaysian	
establishments	paid	less	than	their	foreign	counterparts	for	a	nonnormal,	daytime	work	in	
1972.	The	discrepancy	appeared	largest	for	weekend	work.	
	
	
3.	Determinants	of	wage	rates	
The	conclusion	that	can	be	drawn	from	the	available	data	is	that	foreign	owned.	and	
controlled	manufacturing	establishments	in	West	Malaysia	pay	higher	basic	and	gross	
hourly	wage	rates	and	larger	wage	premia	for	night,	weekend	and	overtime	work	than	their	
Malaysian	counterparts.	In	order	to	see	whether	or	not	the	difference	is	due	to	the	fact	that	
foreign	companies	are	expected	or	are	willing	to	pay	their	workers	more	because	of	their	
international	status,	two	separate	but	related	steps	were	taken.	
The	first	was	to	determine,	through	step-wise	regression	analysis,	the	determinants,	and	
their	relative	importance,	of	Wb	and	Wg	at:	
(1)	the	3-digit	MIC/ISIC	level	where	there	are	28	observations,		
(2)	the	4-digit	MIC/ISIC	level	where	there	are	59	observations,		
(3)	the	establishment	level	where	there	are	350	observations.	
At	the	3-digit	and	the	4-digit	MIC/ISIC	level,	a	variable,	FO,	which	measures	the	percentage	
of	sampled	production	workers	in	an	industry	group	employed	in	foreign	and	mixed	firms,	
was	used	as	an	independent	variable,	among	others,	in	the	step-wise	regression	analysis	to	
test	what	may	be	called	the	demonstration	hypothesis	of	wage	determination.	Suppose	
there	are	5	establishments	in	an	industry	group,	of	which	3	are	foreign,	1	mixed	and	1	
Malaysian,	and	the	number	of	production	workers	they	employ	are	30,	20,	60,	50	and	40	
respectively.	FO	will	be	given	by	100	(30+20	+	60+50)/(30	-l-20+60+50+40),	which	is	80	
percents.5	At	the	establishment	level,	FO	is	given	a	value	of	l	for	each	of	the	foreign	owned	
and	controlled	establishments	and	a	value	of	0	for	each	of	the	Malaysian	establishments.	
Support	for	the	demonstration	hypothesis	would	be	shown	by	the	appearance	of	a	positive	
and	statistically	significant	relationship	between	Wb	or	Wg,	and	FO.	The	second	step	was	to	
identify	the	relative	importance	of	each	of	the	determining	characteristics	for	the	foreign	
owned	and	controlled	establishments	and	the	Malaysian	owned	establishments.	
Both	the	linear	and	the	nonlinear	forms	of	step-wise	regression	analysis	were	attempted.	
The	former	produced	by	far	the	better	results	and	the	equations	obtained	for	Wb	and	Wg	
are	as	follows.	
3-digit	MIC/ISIC	level:	
	 		
4-digit	MIC/ISIC	level:		
	
In	the	above	equations:	K/L	is	the	capital	intensity	of	the	production	process,	MW	the	
method	of	wage	payment,6	Ut	the	Winston	time-measure	of	capital	utilization,7	X	the	
percentage	of	output	exported,	M	the	percentage	of	total	domestic	gross	sales	imported	
and	FO	the	variable	for	testing	the	demonstration	hypothesis.	8	
The	determinants	are	presented	in	the	order	in	which	they	appeared	in	the	linear	stepwise	
regression	analysis.	The	t-values	of	the	regression	coefficients	are	given	in	the	first	row	of	
the	parentheses	while	the	successive	coefficients	of	determination	are	given	in	the	second	
row.	𝑅2	is	the	final	coefficient	of	determination	adjusted	for	the	degrees	of	freedom,	F	the	
F-ratio,	and	N	the	number	of	observations.	
The	analysis	shows	that	there	is	empirical	support	for	the	demonstration	hypothesis	as	far	
as	wage	remuneration	in	Malaysian	manufacturing	is	concerned.	The	variable	FO	appears	as	
a.	determinant	of	the	hourly	wage	rate	with	a	positive	sign	for	its	regression	coefficient	in	
two	of	the	six	equations	estimated	to	show	that	the	higher	the	degree	of	foreign	ownership	
and	control	the	higher	the	hourly	wage	rate	will	be.	
In	considering	the	relevance	of	the	demonstration	hypothesis,	two»	other	findings	of	the	
analysis	must	also	be	taken	into	account.	The	first	is	that	FO	does	not	appear	as	a	
determinant	of	Wb,	the	basic	hourly	wage	rate.	The	variables	which	came	out	are	K/L,	X,	Ut,	
and	M.	The	presence	of	K/L	with	a	positive	sign	at	each	level	of	analysis	suggests	the	
possibility	that	capital	intensive	establishments	or	industries	require	more	highly	skilled	
workers	to	operate	their	modern	sophisticated	equipment,	and	with	the	level	of	skills	being	
generally	positively	linked	to	the	wage	level,9	this	could	have	accounted	for	the	positive	
relationship	between	K/L	and	Wb.	
The	presence	of	MW	with	a	negative	sign	suggests	that	the	degree	of	job	security	may	vary	
inversely	with	the	wage	rate.	Workers	who	do	not	enjoy	security	of	employment	may	be	
compensated	to	a	certain	extent	by	being	paid	a	higher	wage	rate.	The	appearance	of	X	with	
a	negative	sign	shows	that	industries	which	export	more	of	their	produce	pay	lower	wages	
than	those	which	cater	more	to	the	domestic	market—	a	finding	that	is	in	line	with	the	
Heckscher-Ohlin	hypothesis	of	international	trade.	The	presence	of	U,	with	a	positive	sign	
suggests	that	establishments	pass	on	some	of	the	benefits	of	their	greater	efficiency	in	the	
use	of	capital	plant	and	machinery	to	their	workers.	M	appears	as	a	determinant	with	a	
negative	sign	to	show	that	the	smaller	the	control	that	establishments	have	over	the	
markets	for	their	products,	the	lower	their	ability	to	pass	on	monopolistic	gains	to	their	
employees.	
The	second	thing	that	should	be	noted	in	examining	the	influence	of	the	demonstration	
effect	on	wage	differentials	by	nationality	in	West	Malaysian	manufacturing	is	that	F0	does	
not	appear	as	a	determinant	of	the	basic	hourly	wage	rate,	Wb,	at	any	of	the	three	levels	of	
analysis,	and	it	also	does	not	come	out	as	a	determinant	of	the	gross	hourly	wage	rate,	Wg,	
at	the	3-digit	MIC	/ISIC	level.	
Foreign	owned	and	controlled	establishments	do	not	differ	from	Malaysian	establishments	
in	their	method	of	wage-payment,	nor	do	they	have	a	greater	propensity	to	export	or	the	
tendency	to	be	concentrated	in	industry	groups	which	face	a	great	deal	of	competition	from	
imported	products.	They	are,	however,	much	more	capital	intensive	and	utilize	their	capital	
plant	and	equipment	more	fully	than	their	Malaysian	counterparts.10	Thus,	of	the	group	of	
determinants	of	capital	intensity	and	usage,	security	of	employment,	export	performance	
and	competition	from	imports,	it	is	the	foreign	firms	which	possess	the	overall	
characteristics	that	result	in	high	wage	rates.	
The	impression	obtained	then	from	the	linear	step-wise	regression	analysis	is	that	two	
groups	of	factors	have	accounted	for	the	higher	wage	rates	paid	by	foreign	owned	and	
controlled	establishments	in	West	Malaysian	manufacturing.	The	first	is	their	tendency	to	
pay	wages	that	they	consider	or	that	are	considered	to	be	compatible	with	their	
international	status.	The	second	is	the	greater	capital.	intensity	of	their	production	
processes	and	the	higher	utilisation	of	their	capital	plant	and	machinery.	The	results	do	not	
enable	us	to	say	exactly	which	of	these	two	groups	of	factors	is	the	more	important,	but	it	
would	probably	be	fair	to	say	that	the	second	group	is	slightly	more	significant.	The	variable	
K/L	comes	out	as	a	determinant	in	five	of	the	six	equations	estimated,	and	in	three	of	these	
it	is	the	most	important	determinant.	The	variable	FO	appears	as	a	determinant	in	only	two	
of	the	six	equations	estimated,	though	in	these	it	is	the	first	and	the	second	most	important	
determinant.	
4.	Policy	implications	
Our	study	shows	that	foreign	owned	and	controlled	firms	pay	higher	wages	than	their	local	
counterparts	in	West	Malaysian	manufacturing.	It	also	shows	that	there	is	support	for	the	
contention	that	this	may	have	been	due	to	the	tendency	of	foreign	companies,	whether	
willingly	or	unwillingly,	to	pay	wages	that	are	more	in	line	with	what	they	pay	in	their	home	
countries.	Other	equally	and	perhaps	more	important	reasons	are	the	greater	capital	
intensity	of	their	production	processes	and	the	greater	utilisation	of	their	capital	plant	and	
machinery.	
These	findings	have	some	implications	for	the	discussion	on	the	role	of	direct	foreign	
investment	in	Malaysia.	Foreign	companies	cannot	be	accused	of	not	paying	competitive	
wages.	However,	it	does	seem	that	the	number	of	workers	who	can	benefit	from	these	high	
wages	are	limited	in	view	of	the	low	labour-absorptive	capacity	of	foreign	companies.	At	the	
same	time	the	presence	of	FO	as	a	determinant	of	Wb	suggests	that	social	forces	have	
operated	in	pushing	up	the	level	of	wage	rates.	An	important	consequence	of	this	may	well	
have	been	the	addition	of	yet	another	factor	in	the	preference	for	capital	intensive	
techniques	of	production	whenever	this	has	been	technologically	feasible.	
Appendix	
Distribution	of	350	West	Malaysian	manufacturing	establishments	by	nationality	and	
industry	group,	1972	
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*	 Some	of	the	data	used	in	this	paper	were	collected	for	a	study	on	capitai	utilisation	
in	Malaysian	manufacturing	for	the	World	bank	and	some	collected	with	the	financial	
support	of	a	Ford	Foundation	Southeast	Asia	Fellowship.	I	am	indebted	to	both	of	
these	institutions	for	their	financial	assistance.	
1. See	Singer	(1970).	
2. This	was	also	implied	by	Papola	and	Bharadwaj	(1970,	p.	89)	when	they	suggested	
that	‘foreign	ownership	may	be	an	important	factor	for	explaining	the	high-wage	
position,	in	India	and	some	other	less	developed	countries,	of	a	generally	low-wage:	
industry,	viz.,	Footwear	and	Beverages.’	See	also	Asian	Development	Bank	(1972,	p.	
229).	
3. For	example,	the	beverage	industry	group	(MIC/ISIC	3130)	accounted	for	2.86	
percent	of	the	total	value	added	of	the	manufacturing	sector	and	was	thus	allocated	
10	establishments.	
4. For	a	description	of	the	59	industry	groups	and	the	distribution	of	the	Malaysian,	
foreign	and	mixed	establishments	among	them,	see	the	Appendix.	
5. The	weight	used	in	the	calculation	of	the	independent	variables	at	the	industry	
group	level	is	thus	the	number	production	workers	employed	by	each	establishment.	
6. Suppose	we	have	the	same	industry	group	as	that	used	in	measuring	FO,	and	the	5	
establishments	have	monthly,	fortnightly,	daily,	hourly	and	weekly	methods	of	wage	
payment.	MW,	which	measures	the	percentage	of	sampled	production	workers	paid	
on	a	monthly	basis,	will	be	given	by	100	(30)/(30+	20+60	+50+4;0),	which	is	15	
percent.	MW	may	be	useful	as	a	proxy	for	measuring	security	of	employment,	as	
payment	by	piece-rate	is	rare	for	production	workers	in	the	informal	Malaysian	
manufacturing	sector.	It	is	more	commonly	found	in	the:	informal	sector	and	in	the	
payment	for	transport	personnel	in	the	formal	sector.	
7. See	Winston	(1974,	p.	1310).	
8. Other	independent	variables	which	were	used	in	the	analysis	but	which	did	not	
appear	as	determinants	are	the	scale	of	operation,	trade	union	membership,	
separation	of	management	from	ownership,	age	of	the	plant	and	location	of	the	
plant.	
9. See	Lary	(1968)	for	a	general	discussion	of	the	relationship,	and	Lim	(1973,	pp.	284-
285)	for	a	discussion	of	the	relationship	for	West	Malaysian	manufacturing.	
10. At	the	4-digit	MIC/ISIC	level	30	industry	groups	are	common	to	the	foreign	owned	
and	the	Malaysian	establishments.	The	mean	value	of	the	capital	intensity	of	the	
former	is	U.S.	$715,600,	compared	to	U.S.	$40,107	for	the	latter.	If	we	exclude	
petroleum	refining	from	the	comparison,	the	respective	figures	are	U.S.	$188,214	
and	U.S.	$56,789.	The	mean	value	of	the	capital	intensity	of	mixed	(foreign-
controlled)	establishments	is	U.S.	$73,714,	compared	to	U.S.	$61,000	for	the	
Malaysian	establishments	in	industry-groups	which	are	common	to	both	categories	
of	establishments.	See	Lim	(1976)	for	the	comparison	of	capital	utilisation	by	
nationality.	
		
